COMMONWEALTH OF KENTUCKY
BEFORE THE PUBLIC SERVICE COMMISSION

In the Matter of:

THE APPLICATION OF LOUISVILLE GAS AND
ELECTRIC COMPANY FOR APPROVAL OF
COMPLIANCE PLAN AND TO ASSESS A
SURCHARGE PURSUANT TO KRS 278.183 TO
RECOVER COSTS OF COMPLIANCE WITH
ENVIRONMENTAL REQUIREMENTS FOR COAL
COMBUSTION WASTES AND BY-PRODUCTS

CASE NO. 94-332

o R D E R

On October 7, 1594, Louisville Gas and Electric Company
{("LG&E") filled an application, pursuant to KRS 278.183, for
authority to assess an environmental surcharge to recover its
current costs of compliance with the Clean Air Act Amendments of
1990 ("CAAA") and other environmental reguirements which apply to
coal combustion wastes and by-products from facilities used to
generate electricity from coal. LG&E proposed to implement the
surcharge in May 1995, and estimated that it would recover
approximately $5.5 million in 1995 and $8.3 million in 1996.
Pursuant to KRS 278.183(2), the Commission must: (1) consider and
approve a compliance plan and rate surcharge if the Commission
finds the plan and rate surcharge reasonable and cost-effective for
compliance with the applicable environmental requirements; (2)
establish a reasonable return on compliance-related capital
expenditures; and (3} approve the application of the surcharge.

The Commission granted motions for full intervention to the
Kentucky Industrial Utility Customers ("KIUC"}; the Attorney

General’s Office ("AG"); Metro Human Needs Alliance, Inc., People



Organized and Working for Energy Reform and Anna Shed (hereinafter
referred to c¢ollectively as "Residential Intervenora'); and
Jefferson County, Kentucky. A public hearing on this matter was
held February 7-9, 1585, at the Commisgion’s offices in Frankfort,
Kentucky.
ENVIRONMENTAL COMPLIANCE PLAN

As required by KRS 278,183, LG&E filed, as part of its
application, an environmental compliance plan consisting of five
capital projects and new permit fees necessitated by various
federal, state, and local environmental regulations applicable to
LG&E’'s coal-fired generating stations. The capital projects,
estimated to cost $85,655,000, include: (1} improving the sulfur
dioxide ("S0,") removal systems and assoclated air quality
equipment at the four Mill Creek generating units; (2) correcting
the emigsion of reactive particles from the Mill Creek units; (3)
installing continuous emission monitoring systems on all eight of
LG&E’'s coal-fired generating units; {4) installing a new
electrostatic precipitator at Cane Run Unit 4; and (5) installing
low nitrogen oxilde burners with assgociated boller control systems
at all eight units. The permit fees included in LG&E’s compliance
plan are assoclated with a new permit program created by Title V of
the CAAA and are based on LG&E’s actual peollutant emission levels.

In support of its environmental compliance plan, LG&E
presented testimony and several technical and engineering
evaluation studies and reports. This evidence shows that LG&E's

five capital projects and permit fees are related to compliance
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with the CAAA and other governmental regulations pertaining to coal
combustion wastes and by-products resulting from the production of
electricity from coal. Furthermore, the project evaluation studies
and reports show that LG&E sgufficiently analyzed alternative
compliance methods, selecting those that are cost effective, and
utilized competitive bidding procedures in selecting equipment and
vendors, The intervenorsg’ evidence did not address LG&E's
environmental compliance plan.

Based on a review of LG&E's environmental compliance plan, its
technical and engineering studies and reports, and supporting
documentation, the Commission finds that LG&E's environmental
compliance plan is reasonable and cost-effective, and should be
approved,

SURCHARGE MECHANISM AND CALCULATION

LG&E proposed to recover the costs of its environmental
compliance plan through a surcharge mechanism defined in its
proposed Rate Schedule ECRS. LG&E modeled its proposal primarily
on the mechanism approved for Kentucky Utilities Company ("KU") in
Case No. 93-465.!

Using an incremental approach, LG&E identified specific

qualifying environmental compliance projects which have been added

Cage No. 93-465, The Application of Kentucky Utilities
Company to Assess a Surcharge Under KRS 278.183 to Recover
Costs of Compliance with Environmental Reguirements for Coal
Combustion Wastes and By-Products.
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since its last general rate case, Case No. 90-158.7 An
environmental rate base was proposed consisting of capital
expenditures for qualifying assets placed in service after the test
year in Cage No. 90-158, the twelve months ending April 30, 13930.
Operating expenses would 1include depreciation, amortization,
property taxes, other taxes, and insurance expenses applicable to
the environmental compliance facilities, operation and maintenance
("O&M") expenses related to the installation and operation of the
qualifying facilities, and the annually recurring federal, state,
and local permit fees. LG&E also proposed to include the net
proceedg from the sales of emisaion allowances and scrubber by-
products as credits in the determination of the environmental
compliance revenue requirementa.

While proposing to include O0O&M expenses and returns on
inventories, supplies, and cash working capital in the surcharge
formula, LG&E stated that it was not seeking to include those items
for the five projects detailed in its compliance plan. LG&E stated
that it was including those components to establish a framework for
its surcharge and to preserve the option to include these items in
the surcharge for future compliance projects.’

In addition, LG&E proposed that the é6-month and 2-year reviews

required by KRS 278.183 be handled in a manner consistent with the

z Case No. 90-158, Adjustment of Gas and Electric Rates of
Louisville Gas and Electric Company.

Response to Items 2 and 9 of the Commission’s November 9,
1994 Orcer.



Commission's decisions in the KU and Big Rivers Electric
Corporation ("Big Rivers") environmental surcharge cases. LG&E
proposed that the 6-month review periods encompass the expense
months of March through August and September through February. An
over and under recovery mechanism was also propcsed, modeled on
LG&E’'s gas supply clause which 1s filed quarterly with the
Commission.

The AG contends that the environmental surcharge is unlawful
and unreasonable and refers to the current court challenge to the
Commission’s authorization of a surcharge for KU in Case No. 93-
465. The AG claims that Jefferson County Cross-Examination Exhibit
No. 1 shows that LG&E is presently over earning, and that the
surcharge will magnify the level of over earning.* The AG argues
that LG&E'’s gelection of an incremental approach similar to KU's is
inappropriate given the differing amounts of environmental costs
included in their respective base rates., He recommends that the
incremental approach be rejected and LG&E be required to use a
"bape current" methodology® to account for the level of
environmental costs already in current rates. The AG further
recommends that the Commission provide LG&E with guidance on how to
prepare the base period portion of the methodology.

The Residential Intervenors stated that the Commission has

already provided for the recovery of LG&E‘s environmental costs in

4 AG Brief at 2,

s AG Brief at 7-8.



Cane Neo. 90-158 and, therefore, LA&E's application should boe
rejected.” The Realdential Intervenors argue that LG&E in
vaquenting unconsntitutional relief, and that the Commispion's prior
intorpratationa of KRS 278.183 are unconatitutional, and urgo thoe
Comminaion to exercine ite statutory authority to make KRS 278.183
cononintent with the conatitutional requiremont of failr, just and
reanonable ratem,’ In the alternative, they urge the Commionion
to raject the aurcharge methodology proposed by LG&E, and adopt the
base current methodology established for Big Rivors in Capo No. 94-
o32,"

KIUC alae recommended —adoption of thoe basce currcnt
mothodology, noting that the Bilg Rivers approach was a more
balanced and reaponable interpretation of KRS 278.183." KIUC uryged
the exclunion of compliance projects initiated prior to January 1,
1993 on the grounds that their inclusion would congtitutoe
ratroactive approval of projects already completed or under
conatruction.!” KIUC suggested that LG&E be required to detecrmine

and roflect in 1ts surcharge calculations the changes 1in O0O&M

Residential Intorvenors Brief, at 1 and 3.

! Id, at 3-8,

. Cape No. 94-032, Application of Big Rivers Electric
Corporation to Assess a Surcharge Under KRS 278.183 to
Racover Costes of Compliance with Environmental requirements
of the Clean Air Act.

Falkenberg Direct Testimony, at 19,

o Id. ot 16-19,



expenAen related to environmental equipment.' Further, KIUC
vecommended that LO&E be required to deduct the cogts of
anvironmental ayatems included in existing rates which have been or
will be retired or replaced by the five projects in LG&E's
compliance plan.'”

KIUC alro made a conatitutional challenge to the atatute.!
KIUC argued that LG&E failed to demonstrate that the costas it
nought. to lnelude in the surcharge were not already recovered in
axinting rates, stating that a surcharge was only proper when a
daficit in current environmental cost recovery existed.!* KIUC
alno argued that LG&E’'s existing rates were not established in Case
No, 90-158, but rather by adjustments to base rates due toc the Fuel
Adjuptment Clause ("FAC") and the demand side management ("DSM")
nurcharge approved in Case No. 93-150.'"
£ C [&] o

Conptitutional challenges to KRS 278,183 raise issues already

pending judicial review and are not appropriate for adjudication by

X Id, at 23,
e Id., at 24.
H KIUC Main Brief, at B-14,
" Id, at 15.

Cane No, 93-150, The Joint Application for the Approval of
Demand-Side Management Programse, a DSM Cogt Recovery
Mechanism, and a Continuing Collaborative Process on DSM for
Loulaville Gas and Electric Company, Order dated November
12, 1993,



the Commliasion. Until the courts rule otherwise, this Commisesion
is required to implement KRS chapter 278 as cnacted.

The Commisslon 1s presented with two altornative approachen
for determining the eligible envircnmental coaoto to be rocovered
through a surcharge. LG&E’s incremental approach is similar to
that proposed by KU Iin Case No. 93-465; whercas intervenora' base
current approach is similar to that proposed by Blg Rivers in Case
No, 94-032. The Commisalon accepted with modificatlona the
utility’'s proposed approach in each of those prior cases and, when
properly applied to reliable accounting data, either approach is
reaponable for determining those coste eliglble for surcharge
recovery.

Based on the evidence of record, the Commispion findp that it
is reascnable to use a modified incremental approach, to determine
the surcharge for the first two years. This finding is based on
LG&E’'s showing that it does not have accounting records in
sufficient detail upon which to apply accurately a bage current
methodology. Contrary to the AG’'s c¢laim, the account balances
shown 1in LG&E’s Federal Energy Regulatory Commission Form 1 are
unreliable for use in this proceeding esince many of those balances
are egtimated, not actual, amounts. Furthermore, the base current
approach proposed by the intervenors was incomplete and not in
sufficient detail to allow verification of all rate base and
capital items.

The incremental approach must be modified, however, to

recognize that certain environmmental compliance costs related to
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the five compliance projects are already included in existing
rates, The plant in service in Case No. 90-158 which LG&E has
identified as retired or to be retired due to the implementation of
the five compliance plan projects’® constitutes costs already
included in existing rates. To require ratepayers to pay a
surcharge for the costs of the five compliance projects while the
existing rates include the cost of related plant no longer in
service would be unreasonable and a violaticn of KRS 278.183(2).

The Commission notes that the Residential Intervenors have
seriously misinterpreted portions of the July 19, 1994 Order in
Case No. 93-465 approving an environmental surcharge for KU. That
Order rejected the AG's recommendation to investigate KU’s existing
rates to determine if they are fair, just, and reasonable under KRS
278.030(1) because the surcharge statute expresdly prohibits such
an exercise. That Order does neot sgay, however, that no
investigation was conducted of the surcharge to determine that it
was reasonable and cost effective under KRS 278.183(2) (a). To the
contrary, the Commission conducted an intensive gix month
investigation of the surcharge and ultimately approved it only
after finding that it was reasonable and would not allow double
recovery.

LG&E has clearly demonstrated that the components of its
compliance plan were initiated after the end of the test year in

its last general rate case. The Residential Intervenors and KIUC

16 Response to Item 10 of KIUC’s November 7, 1994 Data Request.
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have provided no ovideonce to support the ¢laim that, LOER'8 currant
compliance plan costs are already invluded in existing ratas,

In arguing that theo rates set by the Commission, Cass No, 90-
158, already provide for LG&l’'s recovery of anvironmantal
compliance coste, theo Residentlial Intervenors hava asaumeard fackte
net in ilssue in that caseo and quoted langudadge out of oconteaxt from
the December 21, 1990 Order, ‘I'he return authorlzed in that cags
did not include a cusghion to fund futura expansion ta mest the
requiremontsn. To the contrary, the CAAN was not. aepacted until
Novembor 15, 1990 and Case No. 90-14L48 was basad on an historic teat
year ended April 30, 1990, The cost of complianca under the CARM
or other post test yoar senvironmsulal requirsmsnts  was  not
guantified in that case.

In establishing a reasocnabrle rate of return for LOEFR in Cage
No. 90-158, the Decembor 21, 1990 Order found that the return
authorized, "would allow LO&E to attract capltsl at a reasonable
coat and maintain its financial inteygrity Lo ensure contipued
gervice and provide for neceggary expansgion to mast  future
requirements, and also result in the lowsst possible oot Lo
ratepayers." Thue, by maintaining its financial Integrity, LGLE
would be able to: 1) ensure continued gervice; and 2) provide for
neceggary expansion to meet future requiremsnts. I is a utllity’s
financial integrity that allows it to sell new anguity and dsht teo
finance the facilities needed to continus to provide gsrvice and
meet future gervice requirements, It was not anticipated that LGLE

would pay for compliance facilities out of the authorized raturn,
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Rather, the authorized raturn wan intended to allow LG&E an
opportunity to rocover ita then current coat of debt and equity and
to maintain ita fLinancial integrity to be able to finance
additional facilitiens an nooded,

KIUC!'s claim that a surcharge ias only proper when there is a
daeficit in current oenvironmental coat recovery is without merit,
KRS 278.183(2) doesa not condition a surcharge on the showing of a
daficit in the roacovary of total environmental related costs,
Rather, it authorizes the recovery by surcharge of compliance costs
ageociated with the compliance plan if such coats are not already
in existing rates, Further, the statute itself prohibits any
analysie in a surcharge proceeding of whether existing rates are
gufficient, inpufficient, or excesaive in relation to current total
costs, Thip prohibition is met forth in KRS 278.183(1), which
authorizen the recovery of cligible compliance costs
"[n)otwithstanding any other provision of this chapter [KRS 278]."
As the Commission found in the KU Case No. 93-465, ahould anyone
believe that the utility’s exlsting rates are excessive, KRS
278,260 provides a full and complete remedy for the review of such

claims.

v PSC Case No. 93-456, Order dated July 19, 1994, page 11.
The AG’s argument, AG Brief at 2, that LG&E’'s current rates
are excesplive ie based on a financial exhibit for calendar
year 1993, Whether this exhibit is representative of LG&E’s
current financial condition 18 beyond the scope of this
proceeding under KRS 278,183, but may properly be presented
in a complaint filed under KRS 278.260.
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Both the Resldential Intervenora and RIUC have expreased
concarn about LA&N foouring on envirvonmental asgets added mince itae
lapt geoneral vate caea, vather than envlirvonmental coata, While
thoy correctly note that costs and addatg are not the game, thealr
concorn is groundlesn., KRS 270.103(1) ntates, in partinent part,
that the costs to bo rocovered by surcharge "([(Slhall include a
roeaponable roturn on construction and othey capital expendituren
. » for any plant, oquipment, property, facllity, or other action
to be usod to comply with applluable environmental requirements pet
forth in this soctlon." 'Thus, an examination of the apsets in the
onvironmental compllance plan is ongential to detarmine the current
cogt of environmental compliance and to anpure that such coste are
not alroady included in existing rates, While compliance plan
appots arce not synonymous with compllance plan cogte, the aurcharge
ptatute roguires an analysls of the former to determine the latter,

KIUC'm argument that any project started prior to January 1,
1993 should be oxcluded from thea eurcharqge 1s baseless, The
surcharge statuto bocame effective on July 14, 1992, and provides
that on or after January 1, 1993, a utility is entitled to recover
by surcharge ecligible onvironmantal complilance costa, The atatute
does not require Commiusion approval of the utllity’s compliance
plan prior to construction but, rather, prior te implementation of
a purcharge. Thore are no ppoclfilic tima yagtraints in KRS 278,183
concerning whon the capital expanditures are actually made, only
that the surcharyge rocovery be limited to current costs, The

inclusion in LG&E’s compliance plan of projects bagun or completed
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prioxr to January 1, 1993 doea not conatitute retroactive
application of KRS 278.183 because only the guxyenk coata of thoae
projacti, i.e. oviginal coat loaa all accumulated depreciation, are
aligible for ourcharge racovery,

KIUC'a arqgument that LG&E'n  exisating ratea were not
entablished in Cape No, 90-158 in incorrect for the environmental
coata at lpnue haore., Canc No. 90-158 waa LA&E'a last genaral rate
caae and a reanonable level of environmental compliance costa were
then included in LG&E'n bapme rates. Thoae base rates continue in
effoct today oxcept for adjustments to reflect variations in fuel
cogtn purpuant Lo 807 KAR 5:056, and costn asaccilated with demand
side management programn pursuant to Case No. 93-150. Thua, for
the requisite analynis under KRS 278.183 to determine whether
current compliance plan coats are included in existing rates,
refarencea must boe made to the last proceeding i1in  which
environmental costs were included in rates, which was Cane No. 950-
158,

There 1ip no merit to KIUC's argument that LG&E hap failed to
meot the requirements of KRS 278.183 simply becaupe O&M expensecs
were not included in the proposed surcharge. That portion of KRS
278.183(1) which states that the environmental costs shall include
reasonable operating oxpenses merely defines what constitutes
recoverable costs, it does not mandate that a utility seek recovery
of puch costn. Furthermore, since LG&E’s compliance plan conelasts
of ppecific projectn, only O&M expensceo on a project specific basis

are eligible for recovery. The record evidence demonstrates that
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LG&R'a accounting ayatoem doea not maintain O&M expense information
on a project apecific baalan. Under thesme circumstances, LG&E's
inability to recover O&M expenaea doea not render it ineligible for
G onvironmental aurcharqge.

While LG&E’'a  incremental approach 1is acceptable for
inplementing the surcharge, an environmental compliance rate baase
nhould be eatablisnhed for ume in the future. The five projects
approved in thia Order, as well as any subsequently approved,
ahould be included. This environmental rate base should be
maintained, with appropriate credita for accumulated depreciation,
until LG&E's next ganeral rate came., At each two year review, the
then current annual conta associated with the environmental rate
bane will be incorporated into LG&E's base rates. Subseguent
calculations of the purcharge will be based upon the then current
cootn aspociatad with this continuing environmental rate base less
tho amount Jincorporated into bame rates. At such time as LG&E
filese a genoral rate case, all environmental costs will be
identified and a new environmcntal rate base established.
Quallfying Contpn

LA&E modeled ita Rate Schedule ECRS on the methodolegy
approved for KU in Cape No., 93-465. The costs included in Rate

Schodula ECRS aroe:

1. A return on its Environmental Compliance Rate Base
("rate bame"}), which Includes net plant for completed facilities,
conutruction work in progress {("CWIP"}, inventories, supplies, cash
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working capital, deferred income taxes, and deferred investment tax

credits.
2. Environmental compliance operating expenses which

inclugde:

a 0O&M expenses not included in base rates.

b. Permit fees,

c. Depreciation and amortization accruals.

d. Property and other applicable taxes.

e, Insurance.

£, Credits for the net proceeds from the sale of

emission allowances and scrubber by-products,

As noted earlier, LG&E‘s proposal faills to recognize that
certain environmental compliance costs related to its compliance
plan are already included in existing rates. LG&E has identified
plant in service as of the test-year end in Case No. %0-158 which
has been or will be replaced by the plant additions included in the
approved compliance plan. In order to recognize these
environmental compliance costs already included in existing rates,
LG&E’ s surcharge mechanism should include an adjustment provision,

Rate Base. A modified rate base should be used in determining
the environmental compliance revenue regquirements. LG&E’'s rate
base calculation should include the capital expenditures assoclated
with its approved compliance plan, with eligible pollution contrel
construction work in progress ("CWIP") being added tc eligible
pollution control plant in service. From this total, accumulated

depreciation on eligible pollution contrel plant, pollution control
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plant, pollution control deferred income taxes, and pollution
control deferred investment tax credits ("ITCs") should be
substantial. Further, related environmental compliance costs of
$12,588,441 in eligible pollution contreol plant in service and
$3,095,533 in accumulated depreciation'® should be deducted from
rate base to recognize those costs already included in existing
rates,

The total rate base should be divided by 12, resulting in an
average monthly rate base. The rate of return applied to this rate
base is discussgsed later in this Order. This rate of return will be
adjuated for income taxes.

LG&E's data responses appear to indicate that any amounts
related to Trimble County Unit 1 ("Trimbkle County") reflect 75
percent of the total costs. The Commission expects that all
calculations asgociated with LG&E’'s surcharge reflect Trimble
County at 75 percent of total.

The rate base calculation deces not include inventories,
supplies, or cash working capital because LG&E was not sgeeking to
include thesge items for recovery in this proceeding. LG&E stated
that it has no objection to removing these items from the tariff if
doing so would not impair its ability to request recovery of such

costs assoclated with projects proposed in future proceedings.!’

18 Response to Item 10 of KIUC’s November 7, 1994 Data Request.

19 Responge to Item 7 of the Commission’s December 8, 1994
Order.

-186-



The Commission will exclude these items from the surcharge approved
in this ﬁroceeding, subject to LG&E's right to seek future
recovery.

Operating Expenges. For determining revenue requirements, the
operating expenses related to the eligibkle pollution contreol plant
in service should be the wmonthly amounts for: permit fees,
depreciation and amortization accruals, property and other
applicable taxes, and insurance. In addition, any monthly emission
allowance expense, as defined in Account No. 509 by the Federal
Energy Regulatory Commission, and monthly cost of any consultant
employed by the Commission to assist in reviewing the current
compliance plan should be included. The operating expenses should
also be adjusted to reflect costs of the compliance plan included
in existing rates. LG&E has identified test-year compliance plan
cost amounts for depreciation expenses of $437,79%0, taxes of
$14,000, and insurance of $2,700,%" included in existing rates.
The total of these expensges should be divided by 12 to arrive at an
average monthly expense adjustment,

LG&E ig not seeking to include 0O&M expenses for recovery and
has no objection to removing O&M from the tariff if doing so would
not impair its ability to request recovery of such cogts associated

with projects proposed in future proceedings.?* Thus, O&M will be

20 Response to Item 10 of KIUC’s November 7, 1994 Data Regquest.
2 Transcript of Evidence ("T.E."), Vol. II, February 8, 1995,
at 7.
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excluded from the approved surcharge, subject to LG&E's right to

seek future recovery.

The Commission will require the net proceeds from the sale of
scrubber by-products and emission allowances to be reflected as a
credit, or offset, in determining the current environmental
compliance revenue requirement. These sales should be reflected in
the wonth the revenues are received. In addition, LG&E has
identified allowance sale proceeds of $223,596?? which will be
included in the first month of the surcharge.
Review and Audit Process

LG&E included as part of its surcharge application a series of
reporting formats for the monthly surcharge calculation. The
Commission has revised these formats to reflect the mechanism
described in this Order. The revised formats are attached to this
Order as Appendix B, which also includes formatse for information to
be filed at the time of the é-month and 2-year reviews. The
monthly formats should be filed when LG&E submits the amount of the
monthly surcharge. As experience 1s gained in the monthly
reporting and review processes, the Commission may modify these
formats or prescribe additional formats. A form to be prepared by
LG&E when it proposes to include a new capital investment in the

surcharge has also been included.

22 Blake Prepared Testimony, at 11.
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The Commission accepta LG&E's proposal concerning the é-month
and 2-year reviews required by KRS 278.183(3}. In addition to the
formal reviews, the Commission will have its Staff perform on-site
audlts of the surcharge records as neceggary. The Commiggion will
also accept LG&E's proposal for an over and under recovery
mechanism modeled on its gas supply clause.

Foxrmula to Calculate the Surcharge Factor

The monthly environmental surcharge gross revenue requirement,

E(m), as modified by this Order, is as follows:
E(m) = [(RB/12) (ROR)] + OE - BAS
Where:

E(m) Environmental Surcharge Gross Revenue Requirement

RB = Environmental Compliance Rate Base, adjusted for
eligible Pollution Control Plant in Service and
Accumulated Depreciation already included in
existing rates

ROR = Rate of Return on Environmental Compliance Rate
Base, adjusted or "grossed up" for Income Taxes

OE = Operating Expenses [Depreciation and Amortization
Expense, Property and Other Applicable Taxes,
Insurance Expense, Emission Allowance Expense,
Surcharge Consultant Fee, and Permit Fees; adjusted
for the Average Monthly Expense already included in
existing rates]
BAS = Net Proceeds from By-Product and Allowance Sales
The Environmental Surcharge Factor is calculated by dividing E{m)
by the Average Monthly Revenue for the 12 Months Ending with the

Current Expense Mcnth R{m).

-19-



Revenues Included in Surcharge Calculation

LG&E proposes to calculate the surcharge au a percentagoe of
revenues which will then be applied to cuntomors’ blllp, Una of
the percentage of revenues maethodology will rapult in all cuntomern
receiving equal percentage lncreases on thelr olectric bills., LOG&E
opines that this methodology allows for caso of billing and ennurean
that all customers pay a proportionate phare of the contn of
environmental compliance. LG&E cites tho Commisovion’n decloionn in
the KU and Big Rivers'’ spurcharge casep approving the porcentage of
revenues method.

KIUC, citing the KU and Big Rivers' decislong, contondn that
LG&E’s proposal should be modified so that the revenueo included in
the surcharge calculation include some portion of off-pyotem saleo
revenues, i.e., revenues from wholenale ocalce. In thin manner,
KIUC maintains, some of the costs of environmental compllance will
be apportioned to LG&E’s sales to other utilities. KIUC arguen
that LG&E's proposal, which assignas all costs to rotall cuntomersn,
resgsults in retail customers subsldizing wholesale cuotomaro. The
AG and Resgidential Intervenors gupport KIUC's proposal.

In response to KIUC’s proposal, LO&E argueo that itn palen to
off-system customers do not affect the level of capital costp or
fixed operation and maintenance costs incurred on the projecto in
its compliance plan. LG&E maintains that its generating syptem wap
installed to meet the needs of ite retail customers and that any
improvements necessitated by environmental standardo are pimilarly

made to meet retail customers’ needs. LG&E contends that assigning
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environmental capital costs to ite off-system sales, which consgist
primarily of short-term spot sales in the bulk power market, would
effectively deny it any chance to recover those costs and would be
incongistent with the past ratemaking treatment of its off-system
sales. LG&E argues that the only off-system revenues appropriately
included in calculating the purcharge factor would be from long-
term, firm off-system sales or full requirements off-system sales,
both of which would be priced at LG&E’'s full cost of service. LG&E
has traditionally had no such sales.

KIUC counters LG&E’'s argument, claiming that all sales have
gome environmental cost conseguence regardless of the jurisediction
in which the customer operates. KIUC contends that the current use
of LGE&E’'SB generating Bystemf not the planned use, should determine
the agsignment of costs between jurisdictions. KIUC maintains that
although LG&E may derive smaller contributions, or margins, from
off-system pales if some part of environmental compliance costs are
assigned to those sales, it will not be denied the opportunity to
recover such costs.

The Commiseion will approve the use of the percentage of
revenues method proposed by LG&E. However, we will require that
total revenues, including all off-system sales revenued, be

included in the surcharge calculation. This is consistent with the
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Commission’'s earlier decisions in both the KU and Big Rivers
surcharge cases.”’

LG&E argues that aince 1its generating facilities were
installed to meet the needs of itg rotail cuatomera, all costa of
environmental improvements should be borne by those customers. The
Commission rejects this argument. LG&E’s generating facilities are
currently used to make off-system wmales and, thus, the cost of
environmental improvementas should be allocated to both retail and
off-system salesn, This results in apsigning some environmental
coste to all sales and is analogous to the principles espoused in
the base, intermediate and peak ("BIP") allocation methedology
previously advocated by LG&E in general rate cases. The BIP method
recognizes that some capaclty costo should be agpigned to all
periods, including the off-peak periods during which spot sales are

made in the bulk power market.”*

) Contrary to LG&E'’'s aspsertions, the surcharge calculation
approved for KU, based on KU’s proposal, included ’‘total
company revenues’ consisting of ‘total jurisdictional
revenues’ and ‘total non-jurisdictional revenues’., Also
contrary to LG&E‘s arguments, a percentage of revenues
methodelogy was approved for Big Rivers in order to maintain
the cost allocations lncluded in existing rates, which
already reflected the impact of Big Rivers’ debt
regtructuring plan. Big Rivers had proposed a different
allocation methodolegy, but had included all sales,
including off-gystem sales, in its allocation proposal.

“ As the type of sale and market conditions determine the
price charged and the level of revenue generated, there will
likely be a proportionately small amount of costs allocated
to non-firm off-system sales which normally generate small
margins, i.e., contributions to fixed costs.
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LG&E arguen that ite proposal to exclude off-system asales
revanuas from the opurcharge calculation ie consistent with the
treatmont of ite off-aypntem nalen in general rate cases, The
Commipspion dinagrees. While all revenuea and expenges are subject
to oaxtennive analysils in a general rate case, only eligible
compliance conto are roviewable in this proceeding. Historically,
all off-oyotom revonuen and expenses have been allocated to retail
customers in LG&E'n gonoral rate cases. Howevaer, aince KRS 278.183
limitos the roview here to eligible compliance coats, fairness
requireo that nuch conto be ratably allocated to off-aystem sales
to preoerve for retaill cuptomers the allocation balance created in
LG&E's last gonoral rate came,

~ e S Y L&)

In responnc to Commipalon inquiries, LG&E indicated that it
currently has no written policies, plans, or procedures addressing
the management of omission allowances.?* LG&E also stated that
there wao no urgoncy to develop a written strategy, and that it
would clooely monltor the situation and would develop a formal
written plan when it wao boneficial and worthwhile to do so.?®

The Commispion acknowledges that LG&E 1is a Phase II utility
under the CAAA, and no emippion reductlons are necessary under the

Phape I period which extends through 1999, If the allowance

e Regponse to Item 6 of the Commipsion’s November 9, 1994

Order.

h Response to Item 4 of the Commission’s December 8, 1994
Order.
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markets davelop anm anticlpated, LU&E could be presented with
opportunities to maximize ites bonefivs from Phasa IT allowances,
In addition, LG&E'n wpystom planning willl be affected by itns
allowance strataqy.

The Commipsion will require LA&E to develop and flle an
Emission Allowance Managemant Strategy Plan by the time of the
first G6-month surchargo roview. Appendix A of thin Order providen
an outline of ilpsuon LGE&HE'Ds plan should addrenn.

M A R

L@&E propoped a rate of return of 5.60 percent on the
compliance rolated capltal expondituren included in itag
environmental rate bama. "The rate la banad on the actual cost of
LG&E's last pollution control bond inssue in October 1993 and LO&R
proposes to use it until its next general rate cass. None of the
intervenors propooed an alternative rate of return, The
Commiseion, having connmidorad the evidence pranentad in this cane,
findes a return of 5.60 percont ip reanonable,

IT IS THEREFORE ORDERED that:

1. LG&E's environmontal compliance plan, consisting of five
capital projects and environmontal pormit feen to meet federal,
atate, and local environmental regulatlonn in approved.

2, LG&E'y Rato Hchedule BECRB an modifled harein Is approved
for service on and after May 1, 1995,

3. LG&E's propooed Rate Schedule ECRS in denied,
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4, LG&E nhall file by October 6, 1995 an Emission Allowance
Management Strategy Plan that addreases the issues outlined in
Appendix A,

5, LaG&E'a rate of return of 5.60 percent for the
onvironmental surcharge ia approved,

G, Average monthly revenue R{m), as defined in LG&E's Rate
Schodule ECRS, nhall be modified to include all revenues from off-
pyntem oalon,

7. The reporting formats included in Appendix B shall be
uned, ap npecified therein, for each monthly £iling, 6-month
review, 2-year vreview, and new pollution control capital
inventment.

8, Within 10 days of the date of this Order, LG&E shall filo
with the Commimoion revised tariff sheets metting out the Rate
Bchedule ECRS an mecdified and approved herein,

Done at Frankfort, Kentucky, this 6th day of April, 1995,

PUBLIC SERVICE COMMIS

Vic a a

Comm;éﬂfoner

ATTEST:

D Muike

Exacutive Diredtor




APPENDIX A

APPENDIX TO AN ORDER OF THE KENTUCKY PUBLIC SERVICE COMMISSION
IN CASE NO. 94-332 DATED APRIL 6. 1993,

EMISSION ALLOWANCE MANAGEMENT STRATEGY PLAN
The following outline identifies several issues which should

be addressed in LG&E’s management strategy plan. This listing 1s
not intended to be all incluaive,

I, LA&E’'s objectives in the management of its emission
allowance inventory.
A, The current Phase II allowance inventory.
B, The level of allowances required for a

contingency reserve.
c. Determination of the contingency reserve.

II. The extent of LG&E’'s involvement in the allowance
markets.

A, LE&E's view of the current market and market
allowance prices.

B. LG&E'# expectations of emission
allowance prices,

C. How will LG&E analyze and review different
market mechaniems {i.e., auctions, private trades) and alternative
atrategies (i.e., banking, saleg, portfolio approaches)?

III. Valuation of [LG&E’s allowances for planning
purposes.

IV, How will LG&E track and report its allowance
activitles, both internally and externally?



APPENDIX B

APPENDIX TO AN CRDER OIF THE KENTUCKY PUBLIC SERVICE COMMISSION
IN CASE NO. 94-332 DATED APRIL 6, 1995.

INDEX OF REPORTING FORMATS FOR LOUISVILLE GAS AND ELECTRIC
COMPANY
ENVIRONMENTAL SURCHARGE
(Monthly, 6-Month Review, Z-Year Review, and Future Projoctn]

Note: Any amounts included in ES Forms 1.0 through 4.2 related to
Trimble County Unit 1 shall reflect 75 percent of total cootse.
Attach worksheets showing the 75 percent calculation for any
affected coBts or expenses,

Monthly Repoxting FoxmaLe:
ES Form 1.0 Calculation of E{m) and Environmental Surcharge
Factor
ES Form 2.0 Revenue Requirements of Environmental

Compliance Costs - Compliance Rate Base and Net
Proceeds from By-Product and Allowance Saleso

ES Form 2.1 Revenue Requirements of Environmental
Compliance Coste - Operating Expenses

ES Form 2.2 Plant, CWIP & Depreciation Expense

ES Form 3.0 Monthly Average Revenue Computation R (m)

ES Forms 1.0 through 3.0 are to be filed each month,

- - +

ES Form 4.0 Recap of Billing Factors and Revenuc
ES§ Form 4.1 Recap of Environmental Compliance Rate Base
ES Form 4.2 Recap of Operating Expengesn
Future Proiectg:
ES Project New Pollution Contrel Capital Investments

[To be completed when proposing additional
capital investment for inclusion in the
surcharge.]



ES Form 1.0
LOUISVILLE GAS AND ELECTRIC COMPANY
ENVIRONMENTAL SURCHARGE REPORT
CALCULATION OF E(m) AND ENVIRONMENTAL SURCHARGE FACTOR

For the Expense Month of

CALCULATION OF E{m)

E{m) = [(RB/12) (ROR)] + OE - BAS

Where:
E{m} = Environmental Surcharge Grosa Revenue Requirement
RB = Environmental Compliance Rate Base
ROR = Rate of Return on Environmental Compliance Rate
Bame, adjusted ("grossed up") for Income Taxes
CE = Pollution Control Operating Expenses
BAS = Net Proceeds from By-Product and Allowance Sales
RB = $
RB/12 - 3
ROR -
OB e §
BAS = &
E (m) | = $
CALCULATION OF ENVIRONMENTAL SURCHARGE FACTOR
E{m): Environmental Surcharge Gross
Revenue Regqulrement = 5
R(m): Average Monthly Revenue for the
12 Montha Ending with the
Current Expense Month = $
Environmental Surcharge Factor: E{m)/R{m) =

(¥ of Revenue)

Effective Date for Billing:

Submitted By:

Title:

Date Submitted:




For the Expsnze Nonth of

ES Form 2.0

LOUISVILLE GAS AND ELECTRIC COMPANY
ENVIRONMENTAL SURCHARGE REPORT
REVENUE REQUIREMENTS OF ENVIRONMENTAL COMPLIANCE COSTS

Nat Eligible Pellution Control Plant

DETERMINATION OF ENVIRONMENTAL COMPLIANCE RATE BASE
L e e e e e e =

Eligible Pollution Control CWIP Excluding AFUDC

Subtotal

Deductions:

Nat Accumulated Depreciation on
Eligible Pollution Control Plant

Pollution Control Doferred
Income Taxen

L% 3

Pollution Control Deferred
Inveaatmant Tax Credit

Subtotal

Environmental Compliancea Rate Baae-_
L N ek

NET PROCEEDS FROM BY-PRODUCT AND ALLOWANCE SALES
DURING MONTH

e
Scrubber Total
Allowance By-Products Proceado
Salen? Salen from Sales
———— T T
dross Proceedsn 5 ] 5
Saleg Expences 5 5
Net Proceeds 5 $
L T T

EN

!Include peparate schedule indicating whather the allowancea sold ware

allowances allocated €from EPA,

allowances.

allowancea from over-control,

or purchaned



ES Form 2.1

LOUISVILLE GAS AND ELECTRIC COMPANY
ENVIRONMENTAL BURCHARGE REPORT
REVENUE REQUIREMENTS OF ENVIRONMENTAL COMPLIANCE COSTS
For the Expenase Month of

DETERMINATION OF OPERATING EXPENSES

Depreciation & Amortization Expenae for Month

Property & Other Applicable Taxea for Month

Insurance Expense for Month

Emisailon Allowance Expense for Month

Surcharge Consultant Fee for Month

Or | [y |4 |4 0

Permitting Fean for Month

Leaa: Averaga Monthly Expenoes Already
Included in Existing Raten®

Dapreciation Expense S 437,790
5

Taxes 14,000

Ingurance 2,700

L% 4

Total Annual Expenses Already
Included in Existing Rates s 454,490

Average Monthly Expenses Already Included in
Existing Rates (Total Annual divided by 12} $ 37,874

Total Opernting Exgenses 5
" L

‘Annual Expenses Already Included in Existing Raten were identified by LG&E
in response to Item 10 of the Kentucky Industrial Utility Customers’ November 7,
1984 Data Reguest.




ES Form 2.2

LOUISVILLE GAS AND ELECTRIC COMPANY - ENVIRONMENTAL SURCHARGE REPORT
PLANT, CWIP & DEPRECIATION EXPENSE
For the Month Ended

Project
Dapeription

Eligible
Plant in
Service

Eligible
Accumulated
Dapreciation

Eligible
Net Plant
in Sarvice

CWIP
Amount
Excluding
AFUDC

Eligible
Net Book
Value

Monthly
Depreciation
Expenne

Mill Cruek Air
Quality Syostema
Improvement

Mill Creek
Reactive
Particle
Emignicn
Project

Continuous
Emispion
Monitoring
Syntemo

Cans Run uUnit 4
Pracipitator

Nitrogen Oxide
Emipaion
Controln

Totaln

Loos Plant in
Existing Ratea'

12,588,441

3,085,533

©

9,492,908

9,492,908

Net Totala
-

BTN

'Original Plant in Service Coot and Accumulated Depreciation for Compliance Plant Already Included in Exioting Rates wore identified

by LG&E in responte to Item 10 of the Kentucky Industrial Utility Cuntomars’ November 7,

1394 Data Requeat.



LOUISVILLE GAS AND ELECTRIC COMPANY -
MONTHLY AVERAGE REVENUE COMPUTATION R (m)

For the Month Ended

ES Form 3.0

ENVIRONMENTAL SURCHARGE REPORT

e -~ -~ -~ -~~~ .
Retail Wholeoale Total
Ravanuan Ravenues Company
TN R T PR _—
{1) (2) [1) {4) {5) (G} (7} {:H {9)
T N — s
Total Total
Fuel Environ- Excluding Excluding
Base Clauna mental Environ. Environ.
Month Revenussp® Revenuep Burcharge Total gurcharge Total Total Surcharge
121 +(3) +(4) {5)-(4) [5)+(7} (8)- (4}
e et e e
1
2
3
4
5
6
7
[:)
9
10
11
12

'DEM Revenues are to be included with Base Ravenues.

Month Average of Total Company Revenuss Bxcluding Environmental Surcharge,
For 12 Months

Endin




ES8 Form 4.0

LOUISVILLE GAS AND ELECTRIC COMPANY - ENVIRONMENTAL SURCHARGE REPORT
8IX MONTH AND TWO YEAR REVIEW
RECAP OF BILLING FACTORE AND REVENUE

For the Period through
K T
{1} (2) {3) (4} {5} {6) () {H) {9}
ICEEEE e |
E{m} Not Six
Grosa Total Month & Total
Environ. Company Environ. Enviran. Rotnil Ratail Company
Surcharge Revenue Surcharge Burcharge Ravenuo Znviron. Over/ Over/
Expenne Ravenue [Incl, FAC Billing Dillin? [Inel, PAC Gurcharge {Undnr) {Under}
Month Reguiremant’ Excl. ES) Factor’ ¥actor Excl. £0) Rovanuan' Collection' Collaction'
-—-—-———_—4——-— R

For each Expense Month included in the B5ix Month Roview Period, 1lipt the appropriate billing factors and
revenues. At the Two Year Review, provide this information for the entire review periocd.

‘B(m) = [(RB/12) (ROR)] + QE - BAS

’Second previous month Column 2 / pecond previous month Column 3

'Net of the month’s Environmental Surcharge Factor and the appropriate Over/(Under} Collection adjustment.
Show the calculation of the Over/({Under} Collection adjuotment on a separately attached worksheet.

‘Column 5 times Column &
*over/(Under) Collection for Retail and Total Company modeled on LG&LE‘S gas oupply clauce.



B8 Form 4.1

LOUIBVILLE GAS AND ELECTRIC COMPANY - ENVIRONMENTAL SURCHARGE REPORT
S8IX MONTH AND TWO YEAR REVIEW
RECAFP OF ENVIRONMENTAL COMPLIANCE RATE BASE

For the Periocd through
1 ] i) t4) {8) {6) (7}
Deductionn
Nat Aooumuilated
Rliigihle Depraciation . Pollution Environmental
bPollution on pollution Control Compliance
Hut, Bligible Control Het Eligihle Cantral Gafarred Rate Dane
rollution CWip Pallution pefarrad Inveatment (Col. (2i+
Expuhne tontrol #xoluding cantrol Inoome Tax {3) - (4)- (8}~
Month plant' AFUDL 131 gn[‘,l Taxoes Cradits (6}

R N I .,

For wach Expensa Month included in the 8ix Month Raview Period, limt the appropriate components of the
Envirgnmenhal Compliance Rate RBasa, At the Two Year Review, provide this information for the entire review
poriod,

phow Kligible pollution Control Plant and Accumulated Depreciation net of Compliance Plant Already
tnoluded in Existing Rates,



Ef Form 4.2

LOUISVILLE GAB AND ELECTRIC COMPANY - ENVIRONMENTAL BURCHARGE REPORT
SIX MONTH AND TWO YEAR REVIEW
RECAP OF OPERATING EXPENSBES
For the Period through

(8)

Lesa:
Aver. Mo. Total
Dapracviatinn Proparty Exp. Already Operating
and and Othar Emisnion furcharge Included Expanmon
Expense Amortisation Applicablo Inaurance Allowance Consultant Parmitting ih Existing [Col. 2
Honth Expanre Taxea Expannaa Expunse Feo Faan Rates thru 8]
U e T
{37,6874)
{37,874}
{37,874}
(37,6874)
(37,874}
{37,874}

For sach Expense Month included in the 8ix Month Review Period, list the appropriats components of the Operating
Expanmen. At ths Two Year Review, provide thipg information for the entire review period,.



ES Project

LOUISVILLE GAS AND ELECTRIC COMPANY
NEW POLLUTION CONTROL CAPITAL INVESTMENTS

PROJRCT TITLE and DEBCRIPTICH,

Dollar Ameunt of Project
{Denignate ar Aotual (A) or BEatimated (E))

List Applicable Environmental Regulation(al

List Applicable Environmental Parmit(e)

Indicate Construction Schodule
[Designate as Aotual (A) oy Bstimated (E))

Indicate Pollutant or Wasta Dy-Product to be
Controlled by Projaot

Dasignate the Affectad Qenarating Btatien
and the Control Facility

Indioate Any Replacaments/Retirementa of
Complianca Plant Alrund{ Inoluded in
Existing Rates; Show Original Cost and
Accumulated Depreciation Included in
Existing Rates

List All Internal Enginearing or Economic
gtudios Completed in Support of the Project
[LALR ahould be preparad to provide accase
to any listed atudy if so raguestad)

Identify the Managamant Authority who
Approvad the Project

Liat lng Internal Work Order Numbers
Applicabla to the Project

A peparate form 1s to be completed for each proposed project. Attach additional
shasts as necesseary.

Bubmitted by:

Title:

Date Submitted:




